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he old saying goes, “Never 
bet against the Fed” when it 
comes to monetary policy.  

Back in May the Fed hinted it was 
going to start reducing its $85B per 
month bond purchase program and 
possibly end it by mid-2014 if the 
economy continued to improve.  
That news sent US Government 
bond yields higher and the US stock 
markets lower.  That was not the 
reaction the Feds were looking for.
     On September 18th Fed Chairman 
Bernanke updated that position to 
say, “The committee decided to await 
more evidence that progress will 
be sustained before adjusting the 
pace of its purchases.”  The effect 
of the Fed’s earlier comments on 
tapering was a slowing of the four 
year economic expansion and that 
was clearly not its intent.  In fact, 
the Feds are trying to accelerate the 
recovery and get unemployment 
down to around 5.5% from its 
present 7.3%. 
     This news of continued low 
interest rates and increased money 
supply sent the US equity markets 
higher with both the S&P 500 and 
DJIA setting new all-time highs.  
The European and Emerging 
Market stock indices also responded 
positively to the news.  This is why 
we continue to ignore short-term 
volatility and focus on long-term 
goals and objectives.

he recent market volatility 
has investors questioning, 
“Are stocks still a good 

investment?” It’s a good question, 
and one way to address this issue 
is to look at the recent 2007–2009 
market crash. Investors who bailed 
out of the stock market following the 
significant decline and moved their 

money to the safety of cash would 
be quite disappointed to learn that 
the stock market, in fact, recovered 
significantly.
     The top image illustrates the 
value of a $100,000 investment 
in the stock market at the end of 
October 2007 (when the downturn 

The beginning investment time period of October 2007 was chosen to illustrate two concepts: 
(1) investing right before a significant market downturn and (2) the contrast between exiting the 
stock market and staying invested during a recovery. The exact timeline of the downturn-recovery 
is as follows: October 2007 (peak before the downturn), February 2009 (trough), March 2012 
(recovery).

(Continued on page 4)



ealth Savings Accounts 
(HSAs) are growing in 
popularity, and more com-

panies are offering them to their 
employees. Many people, however, 
are confused about what these plans 
are and when it is appropriate to 
take advantage of them. 
     What Is an HSA? Health Sav-
ings Accounts were created by a 
provision in the Medicare Prescrip-
tion Drug Improvement and Mod-
ernization Act of 2003 and signed 
into law in December of that year. 
The purpose of creating the ac-
counts was to provide a way for 
Americans to prepare for future 
medical costs and lower their health 
insurance premiums by switching 
to higher-deductible medical plans. 
Employers can establish plans for 
employees, and HSAs are also of-
fered by banks, credit unions, insur-
ance companies, and other approved 
companies. 
     In 2013, an individual can 
contribute up to $3,250 to an HSA, 
while families can contribute 
$6,450. People over 55 can also 
make a catch-up contribution of 
$1,000.
     What Type of Tax Benefits 
Does an HSA Offer? Personal 
contributions offer participants an 
“above-the-line” deduction, which 
allows them to reduce their taxable 
income by the amount they contrib-
ute to their HSA. Participants aren’t 
required to itemize their deductions 
to realize this benefit. 
     If your employer offers a “sal-
ary reduction” plan (also known as 
a “Section 125 plan” or “cafeteria 

What You Need to Know about 
Health Savings Accounts

ger be considered an HSA and will 
be taxable to the beneficiary. If your 
estate is the beneficiary, the value 
of the HSA will be included on your 
final income tax return.
     Making Withdrawals from 
Your HSA: Withdrawals made 
from your HSA are tax-free if used 
for qualified medical expenses. 
The same things you can deduct on 
Schedule A are considered medical 
expenses for HSAs. For more infor-
mation on exactly what qualifies, 
see IRS Publication 502: Medical 
and Dental Expenses. 
     If you don’t need to withdraw the 
funds from your HSA, you can let 
your contributions grow over time 
on a tax-deferred basis (similar to 
IRA accounts).  Moreover, unlike 
flexible spending accounts you may 
have used in the past, HSA contribu-
tions are not “use it or lose it.”

plan”), you can make 
contributions to your 
HSA on a pre-tax basis 
(known as an exclusion), 
reducing your income 
for Federal income and 
Social Security taxes.
     If you are self-
employed, you cannot 
contribute to an HSA 
on a pre-tax (exclusion) 
basis. However, you can 
contribute and take the 
above-the-line deduction.
     Who’s Eligible? In 
order to be eligible to 
contribute to an HSA you 
have to be covered by a 
high-deductible health 
insurance plan. “High-deductible” 
is defined as a deductible (where 
you pay the first dollars for medical 
services out of your own pocket) 
of $1,250 or higher for singles and 
$2,500 or higher for families. 
     In order to be eligible to contrib-
ute to an HSA, you cannot be 65 
years of age or older. People 65 and 
older can maintain an HSA estab-
lished prior to age 65, but they can 
no longer make contributions into it. 
     An HSA cannot be established 
for those eligible to be claimed as a 
dependent on another person’s tax 
return. Also, if you are covered by 
another health insurance plan (such 
as a spouse’s), you are not eligible 
for an HSA.
     If you die and have money in an 
HSA, your spouse can use the ac-
count as if it were his or her own. If 
you are not married, the account can 
pass to a beneficiary but will no lon-



ear is a basic emotion that 
all human beings experience 
when feeling threatened or 

uncertain. Fear can be caused by 
many things, from being afraid of 
losing a loved one, to being fearful 
of the ancient Mayan prophecies 
that predict the end of the world. 
Interestingly, an inves-
tor can also experience 
(and measure) fear in 
the stock market. 
     Fear in the market 
can be measured by 
the Volatility Index 
(VIX), also com-
monly known as the 
“fear index.” The VIX 
measures the uncer-
tainty that investors 
feel about short-term 
market prospects. A 
period of high fear is 
characterized by high-
er uncertainty, higher 
volatility (stock prices 
swinging widely), and 
a higher VIX reading. 
On the other hand, a 
lower VIX reading oc-
curs during less stress-
ful periods because of 
lower uncertainty and 
lower volatility. 
     The image highlights the daily 
closing price of the VIX over the 
last 15 years. When there were sud-
den downturns that resulted in steep 
declines in the market, the VIX 
spiked sharply to reflect the uncer-
tainties in the market. Examples can 
be seen during the Russian finan-
cial crisis in 1998, the 9/11 attack 

Measuring Fear in 
the Markets

in 2001, and the dot-com bubble 
in 2002. More recently, the global 
financial crisis saw the S&P 500 
decline by 16.8% in October 2008, 
causing the VIX to spike to an all-
time high of $80. Concerns regard-
ing a potential double dip recession 
in 2010 and 2011 also caused the 

VIX to rise. When times were good 
and the market grew complacent, 
the VIX was not as volatile. Instanc-
es of this can be seen throughout the 
1990s, as well as during the period 
leading up to the global financial 
crisis from 2003–2007. 
     Why is fear so rampant in times 
of great uncertainty? It’s one thing 

to be afraid of what’s happening 
next in a stable market, but it’s a 
completely different story when 
you’ve just seen your portfolio 
shed 40% of its value and wonder 
what’s next. Investors understand 
that fundamentals advocate invest-
ing for the long haul, and avoiding 

market-timing pitfalls 
in the short-term. Yet 
they can’t help but be 
afraid, thinking about 
what would happen if 
they lost another 10% 
of their savings over 
the next month, next 
quarter, or next year. 
What if markets never 
recover and they never 
see that money again?
     Investors who are 
faced with situations 
where they are fearful 
of market performance 
in the near future 
should take a step back 
and avoid making 
irrational investment 
decisions that may 
adversely impact their 
financial goals. Simi-
larly, during calmer 
times, investors should 
not be lulled into a 

false sense of security and expect 
markets to only continue to rise 
forever. And for those investors sav-
ing for retirement, it is important to 
remember that short-term fear and 
volatility should not influence their 
decisions for the long term. 
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began). Over the next several quarters, 
this $100,000 investment declined 
significantly, and by February 2009 (the 
trough date) was down to $49,051, a 
51% decline. If an investor panicked 
and exited the stock market to invest 
the remainder ($49,051) in Treasury 
bills (proxy for cash), here’s what 
would have happened. The graph 
illustrates the growth of the $49,051 
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investment in both the stock market and 
Treasury bills since March 2009. The 
difference in the ending wealth values 
of the two investments is considerable. 
If an investor remained invested in 
the stock market, the ending value of 
the investment would be $103,333. If 
the same investor exited the market at 
the bottom to invest in Treasury bills, 
the ending value of the investment 

would be only $49,201. While exiting 
the market during a downward spiral 
may mean avoiding down days, it also 
means missing days when the market 
bounces back. While all recoveries may 
not yield the same results, investors 
may be well advised to stick with a 
long-term approach to investing.

The Liquidity Style of Mutual Funds
tudies have shown that a 
liquidity investment style 
(investing in stocks with 

lower trading volume) may lead to 
higher returns. A research paper 
published in the Financial Analysts 
Journal, “The Liquidity Style of 
Mutual Funds,” examined whether 
the liquidity premium, previously 
documented in stock investing, can 
be applied at the mutual fund level. 
     The authors analyzed more than 
5,000 U.S. and non-U.S. equity mu-
tual funds from Morningstar’s data-
base. Across a wide range of mutual 
fund categories, they found that, on 
average, funds that held less-liquid 
stocks significantly outperformed 
those that held more-liquid stocks. 
The image breaks down the results 
by Morningstar style box category 
and displays compound annual re-
turns for the top and bottom quintile 
by liquidity. 
 


